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Answer ANY FOUR (4) of the EIGHT (8) questions provided 


Question 1 

Imagine you are an economist at The Treasury of the Australian Government working within 

a team that has been tasked with undertaking a benefit-cost analysis of a proposed carbon- 

pricing policy to be imposed upon electricity generators. The major economic effect of the 

policy will be an increase in electricity prices to consumers. 

a) What do you consider to be the main benefits arising from such a policy? Discuss this 
question and outline how these benefits would be valued as well as the difficulties 
associated with doing so. (14 marks) 

b) The Treasurer and other members of the government are concerned about the possible 
distributional issues that may arise from the policy. Discuss how such issues could be 
incorporated into the analysis. (6 marks) 


Question 2 

Extract Inc. is a completely foreign-owned oil-drilling company. It has discovered a major 

offshore oil field just off the coast from the Kimberley in Western Australia (a wilderness area 

of great biological diversity and natural beauty) and has applied to the offshore oil and gas 
regulator, NOPSEMA, to drill for the oil. NOPSEMA have asked you to prepare a benefit-cost 
analysis of Extract’s proposed project. How would you include (or not include) and value the 
following impacts of this project? Take care to explain your answers with reference to the 
societal benefit or cost each impact represents and by explaining any assumptions you make. 

a) The profits that Extract will make from this project. (5 marks) 

b) The labour that will be employed in the project. 600 people will be employed in the project 
overall and one-half of these workers will be drawn from local labour markets. 
Unemployment in the region is very high and so at least 50% of these locally recruited 
workers can be assumed to have been previously unemployed. (7 marks) 

c) The possible negative effects on the area if a catastrophic oil spill were to occur as a result 
of the project. (8 marks) 


Question 3 

a) Consider Harberger’s approach to measuring the costs of an input for a project in a closed 
economy with no distortions. Describe the conceptual basis for measuring these costs 
when the total quantity of the input is partially met by displacing existing consumers of the 
input and partially supplied from new production of the input. Use a demand/supply model 
for this description. (15 marks) 

b) Nowconsider the same case where the market for the input is distorted by a subsidy. How 
would the approach be modified to account for this? (5 marks) 


Question 4 

a) “Benefit-cost analysis is a decision-making tool”, discuss this assertion from the 
perspective of a decision maker who is trying to achieve a variety of social goals. (12 
marks) 

b) In reality BCA is not used as the sole process by which decisions are made about public 
projects and policies. If this is the case what role does it (or should it) play in the decision- 
making process. Discuss this question with reference to the advantages that BCA has 
over other possible methods of analysis. (8 marks) 
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Question 5 

a) Distinguish between an actual Pareto improvement and a potential Pareto improvement 
illustrating your answer with diagrams where appropriate. (8 marks) 

b) State which one of these concepts is utilised within benefit-cost analysis and explain why 
this concept is used and not the other. (4 marks) 

c) Explain and briefly discuss the implications of using monetary values in benefit-cost 
analysis as a measure of preference in terms of differences in the marginal utility of income 
across individuals. (8 marks) 


Question 6 
a) Why is sensitivity analysis an essential part of any benefit-cost analysis? Discuss this 
statement with reference to the inherent uncertainties that any analysis involves. (6 marks) 
b) Explain how and why each of the following are used within a sensitivity test: 
(i) break-even values; (3 marks) 
(ii) cross-over values; (3 marks) 
(iii) | elasticities. (3 marks) 
c) What is the most important variable within most BCAs? Explain how sensitivity of the 
outcome of the analysis to this variable can be tested in a simple way. (5 marks) 


Question 7 

Define and briefly discuss the significance of each of the following concepts using examples 
where appropriate: 

a) Transfer payments. (4 marks) 

) Secondary outcomes. (4 marks) 

) Total economic value. (4 marks) 

) Shadow pricing. (4 marks) 

) The social rate of time preference. (4 marks) 
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Question 8 

The Australian government is considering construction of a permanent dam (i.e. a dam that is 

expected to last forever) which will provide irrigation water to a large area of agricultural land. 

The cost of dam construction will be $830 million and this will be incurred in Year 1. The annual 

net benefits of irrigation will depend upon the amount of rainfall in any year: $36 million in a 

“dry” year, $58 million in a “wet” year, and $ 104 million in a “flood” year. Meteorological records 

for this area indicate that over the last 100 years there have been 86 “dry” years, 12 “wet” 

years, and 2 “flood” years. Assume the annual net benefits begin to accrue at the end of the 
first year and last for perpetuity. 

a) Using the meteorological records as a basis for prediction, what are the net benefits of the 
dam if the discount rate is 5%? (Note: The formula for calculating the present value (PV) 
of a perpetual annuity (Pa) (a benefit that lasts forever) is, PVPa=Pa/i, where i = the 
discount rate) (8 marks) 

b) Investigate how sensitive the net present value of this project is to changes in the discount 
rate. (6 marks) 

c) A further benefit from this project is an increase in the output of suppliers of agricultural 
inputs within this area. These secondary market benefits arise from an increase in 
expenditure on inputs by farmers. Should these secondary benefits be included in the 
analysis? Justify why they should or should not be included. (6 marks) 
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